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Opinion Below. 


The opinion of the District Court [R. 64-71] is re- 
ported at 89 F. Supp. 269. 


Jurisdiction. 


This appeal involves a claim for refund of documentary 
stamp tax in the amount of $4,549.51 with interest. [R. 
64-65.] The tax was paid under protest on or about 
Sanuary 28, 1942. [R. 72, 74.| Claim for refund was 
timely filed on or about January 24, 1946, and was re- 
jected by the Commissioner of Internal Revenue on June 
16, 1947, [R.75.] Suit for refund was filed in the Dis- 
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trict Court on or about December 31, 1947 [R. 8], con- 
formably with Section 3772 of the Internal Revenue Code. 
The District Court had jurisdiction of the case under 
Section 24, Twentieth, of the Judicial Code, now 28 U. S. 
C., Section 1346. Judgment of refund by the District 
Court was entered April 17, 1950. [R. 77-78.] Notice 
of appeal was filed June 14, 1950 [R. 79], pursuant to 
28 U. S. C., Section 1291, upon which is based the juris- 


diction of this Court. 


Question Presented. 


Whether the District Court erred in failing to hold that 
in the circumstances the taxpayer corporation incurred 
original issue tax under Section 1802(a) of the Internal 
Revenue Code upon the entire issue of $3 cumulative pre- 


ferred shares of stock which it made in 1941. 


Statute and Regulations Involved. 


These will be found in the Appendix, infra. 


Statement. 


The facts, which were stipulated [R. 28-63], were 
found specially by the District Court as follows [R. 71- 
Fai: 

The California Electric Power Company (formerly 
named the Nevada-California Electric Corporation) is a 
corporation duly organized and existing under and by vir- 
tue of the laws of the State of Delaware, duly licensed to 


engage in business in the State of California. California 
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Electric Power Company’s principal office is located at 
3/71 Eighth Street, City of Riverside, County of River- 
side, State of California, and in the Southern Judicial Dis- 
trict of California, Central Division. [R. 71-72.] 


The documentary stamp taxes here involved, in the 
amount of $4,549.51, were paid on or about January 28, 
1942, by the California Electric Power Company to Ralph 
Nicholas, the duly appointed, qualified and acting Collector 
of Internal Revenue for the collection district comprising 
the State of Colorado. [R. 72.] 


Prior to recapitalization on June 30, 1941, the tax- 
payer’s capital stock consisted of 105,023 preferred shares 
having a par value of $100 per share, and 84,683 common 
shares having a par value of $10 per share. The stamp 
tax on this stock had been paid. [R. 72.] 


On June 20, 1941, taxpayer’s certificate of incorpora- 
tion was amended to provide that each of the outstanding 
shares of old preferred stock were to be automatically 
converted into four-fifths of a share of $3 cumulative 
preferred stock of a par value of $50 each, and six shares 
of common stock of a par value of $10 each. This amend- 
ment was to be and became effective June 30, 1941. This 
change did not affect the proportionate interests of the 


shareholders in the corporation’s assets. [R. 72.] 


The Commissioner of Internal Revenue has conceded 
that no stamp tax is due by virtue of the issuance of the 


new common stock. [R. 73.] 


hes 


On June 30, 1941, unpaid cumulative preferred divi- 
dends on the old preferred stock of California Electric 


Power Company amounted to $11 per share. [R. 73.] 


In order to settle the arrearages of dividends the board 
of directors had previously, by resolution, on May 29, 
1941, authcrized the making of an offer to the preferred 
shareholders of one-fifth of a share of $3 cumulative pre- 
ferred stock and $1 cash in full settlement of all ar- 
rearages on each share. The offer was to remain open 
until June 25, 1941, and was contingent on the amendment 
of the certificate of incorporation by the shareholders. 
ii. 73.4 


Pursuant to the plan for settlement of the dividend ar- 
rearages taxpayer issued new $3 stock on a one new for 
five old basis to the shareholders accepting the offer. Upon 
completion of the exchange, new capital sufficient to pay 
the dividend arrearages was transferred from surplus to 
the preferred stock account, so that the interest of the 
preferred stockholders accepting the offer was transmuted 
from a claim for dividends into additional shares of stock 


representing capitalized surplus. [R. 73-74. | 


The number of shares of new preferred stock at $50 
per share issued up to January 24, 1942, was 103,398. 
[R. 74. ] 


The taxpayer concedes liability and has paid the stamp 
tax due upon the shares issued in settlement of dividend 


arrearages. [R. 74.] 
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The Commissioner determined that the transfer of the 
surplus to the preferred stock account resulted in the dedi- 
cation of additional capital; that this represented capital 
upon which no previous issue tax had ever been paid; and 
that the old capital and the new capital were so inter- 
mingled that it is impossible to determine which specific 
shares are represented by new capital added to the pre- 
ferred stock account. [R. 74.] 


The taxpayer, pursuant to the above ruling of the Com- 
missioner, paid the sum of $4,549.51 here in question un- 
der protest. This sum represents the difference between 
the amount conceded to be due by taxpayer on stock issued 
in settlement of dividend arrearages and that asserted by 
the Commissioner upon the entire issue of new preferred 
stock up to January 24, 1942. [R. 74.] 


On or about January 24, 1946, California Electric 
Power Company filed with the Collector of Internal Reve- 
nue at Denver, Colorado, a claim for refund of stamp taxes 
paid in the amount of $4,549.51, together with interest 
M@iereon as provided by law. [R. 75.] 


The Commissioner of Internal Revenue, by letter dated 
June 16, 1947, rejected the claim for refund filed on or 
about January 24, 1946, as stated above. [R. 75.] 


Mite District Court concluded as a matter of Jawe [R. 
75-/6| to the net effect that the taxpayer’s issuance of new 
preferred stock in exchange for old preferred stock did not 
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constitute an “original issue” of stock within the meaning 
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of Code Section 1802(a) as it existed prior to January 24, 
1942, and that accordingly no tax was due upon such 


issuance. 


Statement of Points to Be Urged. 


The statement of points relied on by the United States 
appears in the record at pages 83-84. It may be summar- 
ized thus: That the court below erred (1) in concluding 
that in the conversion of taxpayer’s outstanding preferred 
stock to new preferred, the issuance of the latter in partial 
satisfaction of dividend arrearage was sufficiently separate 
and distinct from the exchange of the new preferred for 
the old preferred as to allow an allocation to be made be- 
tween the new and the old capital; and (2) in failing to 
conclude that the new capital, consisting of dividend ar- 
rearages, was added to and commingled with the old capital 
of the preferred capital stock account so that the added 
capital could not be identified with specific shares of the 
new preferred, and therefore an original issue tax was in- 


curred as to all of the new issue of preferred. 


Summary of Argument. 


The federal revenue laws impose a documentary stamp 
tax on each original issue of shares or certificates of stock 
by any corporation, whether on organization or reorgani- 
zation. The question at bar is whether in the circum- 
stances presented a certain issue of cumulative preferred 
stock was subject to the tax in its entirety as being an 


“original issue’ within the meaning of the statute, the 
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Regulations, and the pertinent decisional authorities, or 
whether, as the taxpayer contends and as the court below 


held, the tax was imposable on only a part of the shares. 


We think it plain that the tax lay on or with respect to 
all of the shares. This is so because the law is clear that 
if the permanent capital of a corporation is increased 
upon an issuance of stock, the stock constitutes an 
“original issue.” An increase in capital means an increase 
in capital in the narrow sense in which the word “capital” 
is distinguished from “surplus.” The tax is not on the 
amount of the capital increase; it is on the certificates of 
stock measured by their value. Accordingly, an entire new 
issue is taxable unless definite shares can be identified as 
having been issued against a given increase in capital. 
And as will be developed, infra, the taxpayer here did not 
bear its burden of proving in its action for refund that 
any particular shares could be segregated and earmarked 
against any certain part of the augmented capital which 
resulted from the recapitalization transaction concerned in 


this case. 


In 1941, the taxpayer by amendment to its incorporation 
certificate called in its old preferred stock and exchanged 
fm tor a certain amount of new preferred and common 
stock. Had this been the whole of the transaction, there 
would have been no tax payable, because no increase of 
capital would have been thereby effected. However, that 
was not the whole of the transaction. Simultaneously with 
the charter amendment, the taxpayer’s directors by ap- 


propriate resolution made an offer to the shareholders of 
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the old preferred to transmute their then unpaid divi- 
dend arrearages into shares of the new issue; and on com- 
pletion of the exchange an amount sufficient to pay the 
didivend arrearages on the old stock of those accepting 
the offer was transferred from taxpayer’s surplus account 
into the new preferred capital stock account. Thus the 
old preferred capital account was increased; and against 
the whole of that account there were now charged both the 
new shares which had been exchanged for the old and the 
new shares which took the place of the dividend arrearages 
—this without any allocation or segregation whatever. 
Since no definite shares of the new stock could or can be 
identified as having been issued against the capital in- 
crease, the entire issue is subject to the stamp tax. 


Two decisions by this Court—and one of them a very 
recent case—lend adequate support to our position as will 
be demonstrated. The trial court paid little heed to those 
cases, however, but chose rather to rely almost entirely 
upon a Seventh Circuit decision. We think that that de- 
cision can be distinguished; but if it cannot be, then we 
assert that the Court of Appeals was there wrong in its 
interpretation and application of the governing principles 
or Yaw. Nor is there any merit to the trial courts ada 
tional reliance upon the fact that Congress has now 
amended the law so as to limit application of the tax to the 
fre Fata share of newly dedicated capital. As the tial 
court recognized, the amendment did not purport to have 
retrospective effect, and the legislature history clearly 
shows that it was intended to “change” the existing law. 
And certainly it 1s not the function of the courts to pro- 
vide relief for taxpayers before the date that the legislature 
has seen fit. 


gf. 
ARGUMENT. 


The Entire Issue of $3 Cumulative Preferred Shares 
of Stock Concerned Here Constituted an “Original 
Issue” Within the Meaning of Section 1802(a) of 
the Internal Revenue Code. 


Under Sections 1800 and 1802(a) of the Internal Reve- 
nue Code (Appendix, infra), documentary stamp tax is 
imposed ‘‘On each original issue, whether on organization 
or reorganization, of shares or certificates of stock, * * * 
by any corporation * * *.” Jf the capital of a corpo- 
ration is increased upon an issuance of stock, the stock 
constitutes an “original issue” and this is true even though 
the new stock may merely be exchanged for previously 
issued stock. (Southern Pac. Co. v. Berliner, 176 F. 2d 
m7! (C. A. 9th); Rio Grande Oil Co. v. Welch, 101 
P. 2d 454 (C. A. 9th); W. T. Grant Co. v. Duggan, 
em F. 2d 859 (C. A. 2d); American Gas & Electric 
fo. v. United States, 69 Fed. Supp. 614 (S. D. N. Y.); 
Ohio State Life Ins. Co. v. Busey, 56 Fed. Supp. 410 (S. 
D, Ohio). Cf. Treasury Regulations 71, Section 113.25 
(i).) (Appendix, fre.) 


An increase in capital means an increase in capital in 
the narrow sense in which the word “capital” is distin- 
guished from “surplus.’’ Cases cited, supra. The tax 1s 
on the certificates of stock measured by the value of the 
Pertincates: it is not on the amount of the increase in 
capital. (American Gas & Electric Co. v. United States, 
supra.) Wherefore, an entire new issue is taxable unless 
definite shares can be identified as having been issued 
against the increase in capital. (Southern Pac. Co. v. 
Berliner, supra; Rio Grande Oil Co. v. Welch, supra; W. 
T. Grant Co. v. Duggan, supra; American Gas & Electric 
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Co. v. United States, supra.) And the term “increase in 
capital” does not mean that new moneys must actually be 
paid in or new or additional property transferred to the 
corporation; it suffices if, for example, the corporation 
shifts part of its surplus into its fixed capital account 
thereby providing a capital increase. (Southern Pac. Co. 


v. Berliner, supra.) 


On the other hand, the issuance of new certificates of 
stock in exchange for previously issued shares may result 
in only a reissue, nontaxable under Section 1802(a), if the 
issue is not accompanied by any increase in capital. (Ea- 
words v. Wabash Ry. Co., 264 Fed. 610 (C. A. Zaye 
West Virginia Pulp & Paper Co. v. Bowers, 293 Fed. 144 
(S. D..N. Y.), afhrmed per curamame, 297 Fed, 225 aie 
A. 2d); certiorari denied, 265 U. S. 584; Cuba Rail- 
road Co. v. United States, 60 C. Cls. 272.) And this is 
true even if after the exchange the shareholders have dif- 
ferent classes of stock with different rights and privileges, 
so long as fixed capital does not mount as the result of the 
transaction. (Cleveland Provision Co. v. Weiss, 4 F. 2d 
408 (N. D. Ohio); Goodyear Tire & Rubber Co. v. United 
States, 60 C. Cls. 448; In re Grant-Lees Gear Co., 1 F. 
2d 393 (N. D. Ohio); Cuba Railroad Co. v. United States, 
supra.) The determining factor which makes an issue 
“original” is not whether the certificates are new or dif- 
ferent, or whether the shares of stock evidenced by the 
certificates are new or different, but whether the capital 
of the corporation, upon which new certificates are issued, 


is new or different. 


In the case now before us, the taxpayer corporation had 
issued and cutstanding immediately prior to June 30, 1941, 
105,023 shares of preferred stock of the par value of $100 
each, and 84,683 shares of common stock of a par value 
of $10 each upon which the stamp tax had been paid as 
em original’ issue. [R. 29, 72.] Effective as of June 
30, 1941, taxpayer’s certificate of incorporation was 
amended to provide that each of the outstanding shares of 
preferred stock, hereinafter called the “old’’ stock, should 
be automatically converted into four-fifths of a share of 
$3 cumulative preferred stock of the par value of $50 
each and six shares of common stock of $10 par. [R. 29, 
72.| The District Court was correct in stating [R. 67] 
that the Government admitted below that this transaction. 
had it stood alone, would not have been subject to stamp 
tax—this because the capital of the corporation would not 
have been increased on the deal, nor would the propor- 
tionate interests of the shareholders in the corporation 
assets have been affected. [See R. 29, 72, and authorities 


cited, supra. | 


However, such was not the whole of this recapitaliza- 
tion story. On the effective date of the amendment, the 
unpaid cumulative dividends on the old stock amounted 
to S11 per share [R. 29-30, 73]: and in order to settle 
these dividend arrearages the taxpayer’s board of directors 
had by resolution of May 29, 1941, authorized the making 
of an offer to the old shareholders of one-fifth share of 
$3 cumulative preferred stock and $I cash in full settle- 


ment of all arrearages on each share. [R. 30, 73.] The 
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resolution recited [R. 62] that the new shares were to be 
issued pursuant to the offer “if, as, and when the divi- 
dend arrearages were waived, and in exchange therefor” ; 
and taxpayer issued the new preferred at the rate of one 
share for each five shares of the old preferred to share- 
holders accepting. [R. 73.] Upon completion of this ex- 
change, an amount sufficient to pay the dividend arrearage 
on the stock of those accepting the offer was transferred 
from taxpayer’s surplus account into the new preferred 
stock account, so that, according to the parties’ stipulation 
[R. 30] “the interest of the preferred stockholders accept- 
ing the offer was transmuted from a claim for dividend 
into additional shares of stock representing capitalized 
surplus.” 


For the necessary thorough understanding of the effect 
on taxpayer’s capital structure of the 1941 transaction we 
are presently considering, it may be helpful to examine the 
table contained in paragraph (9) of the stipulation of 
facts [R. 30-31], and to explore its meaning. Remember- 
ing that pursuant to the amendment of the incorporation 
certificate each of the outstanding shares of old preferred 
was converted into four-fifths of a share of new preferred 
of the value of $50 per share and six shares of common 
at $10 par, it will be apparent that what happened here 
was that for each $100 share of old preferred the taxpayer 
issued four-fifths of a share of new preferred, thereby 
reducing the preferred by $60 a share and added the $60 
to the original common stock by issuing six new common 
shares therefor. Then and coextensively, as to the new 
preferred, the taxpayer increased the thus reduced pre- 
ferred stock account by adding thereto the accumulation of 
$1,047,230 in dividends, against which it issued one-fifth 
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of a share of new preferred, amounting to a par value of 
$10 and which completed the $50 value of each new share 
of preferred.” 


While there was an increase in the value of the common 
stock as shown by the capital structure in paragraph (9) 
of the stipulation [R. 30-31], no new capital was added to 
the common stock account; no tax was incurred accord- 
ingly respecting that stock. The new capital, consisting 
of dividend arrearage of $1,047,230, went into the new 
preferred stock account [R. 30], which was a dedication 
of capital from capital surplus to that capital stock ac- 
count. As shown by the footnote immediately preceding, 
this new capital was commingled with the old capital in 
the preferred stock account. It could not and cannot be 
identified with specific shares. Therefore, an original is- 
sue tax was incurred as to 103,398 shares of new preferred 
Btock ($50 x 103,398 shares or $5,169,900 at 11 cents 
mor each $100, which is concededly the correct tax rate, 
equals $5,686.89). In other words, the whole issue of 
the new preferred was subject to tax under Code Sec- 
tion 1802(a) in accordance with the general tenets of 
law with which we began this discussion, and specifically, 


1The reduction of the $10,502,300 value of the old preferred by 
$60 a share left a value therein of $40 a share, or the reduced value 
of $4,200,920 (105,023 shares &* $40 = $4,200,920). By adding to 
that result the accumulated dividends of $1,047,230 ($4,200,920 
plus $1,047,230 = $5,248,150) brings about the result shown in the 
table of 104,963 shares of new preferred at $50 a share, amounting 
to the figure of $5,248,150. 


The $60 value taken out of each share of the old preferred and 
added as six shares of common stock at $10 a share increased the 
common stock account by $6,301,380 (105,023 shares X $60 = 
$6,301,380 plus $846,830 = $7,148,210), which accounts for the 
714,821 shares of common stock at $10 per share, or $7,148,210, as 
shown in the table. 
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pursuant to the principle that an entire new issue is tax- 
able under the statute unless definite certificates can be 
identified as having been issued against the increase in 
capital. (Southern Pac. Co. v. Berliner, 176 F. 2d 671 
(C. A. 9th); American Gas & Electric Co. v. Umted 
States, 69 Fed. Supp. 614 (S. D. N. Y.).) And paren- 
thetically, on that basis, except as included in the tax of 
which the amount of the recovery sought here 1s apart, 
no original issue tax has ever been paid in respect to the 
arrearage in dividends amounting to $1,047,230. The 
taxpayer’s concession as to liability “on the amount of 
new capital added to its capital account in cancellation of 
dividend arrearages and against which new Preferred 
Stock was issued,’ which concession is made in paragraph 
(12) of the parties’ stipulation [R. 32], must be inter- 
preted accordingly. So also must be read the trial court’s 
fact finding No. X on the subject. [R. 74.] 


The difference between the taxpayer’s position and that 
of the Government is perhaps best brought into focus 
by the method by which the amount of refund was cal- 
culated here, in accordance with the taxpayer’s claim. [R. 
16,./77-78.| Paragraph V of thevclaun [R. 16] tecites 
that— 

The number of shares of new Preferred Stock at 
$50 per share issued to January 24, 1942, was 103,- 
398, on which 4/5 or $40 per share, was tax-free, 
inasmuch as it represented a mere exchange for old 
Preferred Stock. There was involved, therefore, $40 
% 103,398 of old capital, or $4,135,920; en whieh Tax 
at $.11 per $100, or $4,549.10, was overpaid on, to- 
wit, January 28, 1942, 
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Echoing this theory, the District Court concluded as mat- 
ter of law [R. 75] that— 

The issuance of new preferred stock in partial 
satisfaction of dividend arrearages was a sufficiently 
separate and distinct transaction from the exchange 
of new preferred stock for old as to allow an alloca- 
tion to be made between the new capital thereby 
added and the old capital for which the exchange was 
made. 


Pema prececdently the trial court had determined [R. 75] 
that the taxpayer’s failure to issue specific shares in lieu 
of certain specified shares or the failure to charge spe- 
cific shares against any particular segment of capital or 
surplus— 


does not necessarily make the entire issue of stock an 
original issue. Book entries alone are not decisive. 


We submit that the only part of the trial court’s conclu- 
sions which is in keeping with the law as this Court has 
stated it tc be is the sentence last above quoted to the 
effect that book entries alone are not decisive. And with 
that statement the Government does not anywise disagree; 
it is everywhere accepted as a general principle of tax law. 
ie, g., Sommer Pac. Co. v. Bertmer, 1/6 F. 2d 671 (C. 
A. 9th).) However, while acknowledging that our view 
Maethe matter is not in accord with that of the District 
Court here [R. 69-70], we think that the just cited South- 
ern Pac. Co. decision by this Court provides adequate refu- 
tation of the other and major aforementioned conclusions 
reached by the court below in this case, as does likewise 
this Court’s prior decision in Rio Grande Ou Co. v. Welch, 
101 F. 2d 454. Accordingly, we turn attention now to 
those two cases. 
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In Southern Pac. Co. v. Berliner the taxpayer railroad 
in 1940 substituted shares without par value for issued 
shares having $100 par value on a share-for-share basis. 
Prior to the exchange the taxpayer maintained two capital 
stock accounts, one representing the par value of the issued 
and outstanding shares and the other representing amounts 
paid as premiums on shares issued, corresponding to a 
paid-in surplus to this extent. Following the exchange 
these accounts were combined. The Commissioner rejected 
a stamp tax refund claim on the ground that there had 
been an increase of capital which could not be allocated 
to any specific shares, hence the entire issue became tax- 
able. That is of course the same ground on which refund 
in the instant case was denied by the Commissioner. The 
Commissioner’s action was upheld in Southern Pac. Co. 
v. Berliner both by the District Court and by this Court, 
the trial court there saying in the course of its opinion 


(78 Fed. Supp. 696, 697-698 (N. D. Cal.)): 


The courts have interpreted the term “original is- 
sue” as used in Section 1802, supra, to be applicable 
to a new issue where the capital stock account has 
been increased either by receipt of additional con- 
sideration for the new stock or by the transfer of a 
given amount from paid-in surplus or earned sur- 
plus. If definite shares of the new issue can be identi- 
fied as having been issued against the increase in 
capital, the tax 1s levied only on such shares. If there 
is such an intermingling of old and new capital that 
such identification is impossible, the entire new issue 
is taxable. This is true because the tax is not on the 
capital behind the shares of stock but is measured by 
the par value of the shares (or actual value if not 
par value shares) represented by each stock certifi- 
cue * * * 
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When the corporation had only par value stock its 
capital stock account represented the sum total of $100 
par value for each share of stock issued. The 
premium on capital stock represented paid-in sur- 
plus and, under Kentucky corporation law [which was 
the law of the taxpayer’s domicile], could have been 
distributed as dividends, a disposition that could not 
have been made of any part of the capital stock ac- 
count. With the exchange of the par value stock for 
an equal number of no-par value shares and the trans- 
fer of the amount in the premium account to the capi- 
tal stock account, the total amount of capital behind 
the shares was increased. * * * While the $6,- 
304,845 remained in the premium account no shares 
of stock were issued against it and therefore, no 
original issue tax was ever paid with respect to that 
amount. When it became part of the capital stock 
account against which the new shares were issued 
without any allocation of specific shares to such trans- 
ferred sum, each share represented both old and new 
capital and was thus taxable as an original issue un- 
dex the siiimice. * * * (Italics supplied.) 


The opinion of this Court, affirming the District Court’s 
decision in Southern Pac. Co., is an adoption of the views 
expressed by the lower court in that case plus only a dis- 
cussion of the reasons for rejecting the taxpayer’s specific 
argument there that under the controlling accounting clas- 
sification of the Interstate Commerce Commission, the 
premium on capital stock involved was always a part of 
fixed capital, all surplus being gathered into other ac- 
counts; really, the taxpayer’s sole thesis in the Court of 
Appeals was that capital had not in fact been augmented 
by reason of the exchange transaction concerned in South- 
ern Pac. Co. because the corporate directorate did not so 
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intend. It was in respect to this plea regarding intention 
that this Court said (p. 674): 

* * * we agree that the record affords no clear 
picture of what the directors thought they were ac- 
complishing by the disposition made of the premium 
account; and this state of confusion gives rise to the 
only substantial difficulty in the case. As this court 
observed in the cognate case of Kio Grande Oil Com- 
pany v. Weich, 9 Cir., 101 F. 2d 454, 456, an increase 
or decrease in the stated capital of a corporation ef- 
fects a fundamental change in the corporate struc- 
ture; and book entries alone are not decisive of the 
matter. But we are satisfied that the corporate action 
taken in this instance, considered in the light of the 
Commission’s grant of authority for the charter 
amendment, compels the conclusion that a dedication 
of additional capital in fact occurred. 


These extended quotations from the trial court’s opinion 
and that of this Court in Southern Pac. Co. amply demon- 
strate, we believe, the authoritative character of that case 
here. If there is arguendo a factual distinction between 
that case and this one, as the trial court here rather cate- 
gorically stated [R. 69-70], we certainly fail to see that the 
distinction is one of any such difference as to warrant ap- 
plication of any different principle or set of principles than 
was applied by both the original and the reviewing forum 
in the railroad case. Indeed, it would seem to us that there 
is perhaps even greater warrant here for the application 
of those rules; so far as we are aware, the taxpayer in the 
instant case has never contended that the 1941 exchange 
was not intended to augment capital. And we think we 
have clearly demonstrated by exploration of the table con- 
tained in the parties’ stipulation [R. 31] that no such con- 
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tention could in the circumstances be made in this case. 
Book entries are not decisive, but while in Southern Pac. 
Co. they tended to show with the aid of extrinsic evidence, 
or at least the taxpayer so claimed, that no addition to 
capital was effected by the exchange, here they tend to 
show that there was. Thus there is really more evidence 
in this case favoring imposition of the tax than there was 
in the other. And if there were not, certainly we have as 
the result cf this exchange nothing more than a record 
which, to use the language of this Court’s Southern Pac. 
Co. opinion, quoted supra, “affords no clear picture of 
what the directors thought they were accomplishing” by 
the critical accounting changes of 1941. The sole test of 
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whether stock is an “original issue,’ as firmly expressed 
by this Court in its Southern Pac. Co. opinion, is whether 
a dedication of additional capital occurred in fact as a re- 


sult of the given transaction. 


And be it remembered too, of course, that this is a re- 
fund action where the burden of proof belongs onerously 
to the taxpayer. (Helvering v. Taylor, 293 U. S. 507.) 
It lies with the taxpayer to prove here, if it would escape 
tax on the entire new preferred stock issue of 1941, that 
definite shares could and can be identified with certainty 
as having been issued against the increase in capital; and 
surely that burden of proof is not discharged by resort to 
theoretical possibilities of identification such as the trial 
court used here. [R. 66-67.] We reiterate: Shares or 
certificates of stock are said to be of “original issue’? when 
they are issued against capital which for the first time is 
included in the capital stock account. In the transaction 
now being considered, the amount of $1,047,230 which 
was transferred from surplus represented capital never 
previously tncluded in the capital preferred stock account; 
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and the old and new capital were so intermingled that it 
was and is impossible to tell which specific shares are rep- 
resented by the new capital added to the preferred stock 
account. Each new preferred stockholder, regardless of 
whether he was one of those who had waived his right to 
the dividend arrearages, received an interest in the newly 
augmented capital measured by the number of shares held. 
Each new preferred share issued thus constituted a new 
and a different certificate of interest in the newly adjusted 
preferred capital of the corporation and, consequently, was 
a kind never before issued. 


The trial court gave no explanation whatever for its 
bald statement [R. 69-70] that this Court’s decision in 
Rio Grande Oil Co. v. Welch, 101 F. 2d 454, is “clearly 
distinguished from the present case on the facts.” And, 
again, we think that there 7s no distinction which would 
warrant the difference in conclusion reached here; indeed, 
for reasons hereinafter explained, we should even sup- 
pose this to be an a fortiori case from Rio Grande Oil Co. 
There, as here [R. 2], the taxpayer was a Delaware cor- 
poration doing business in California. Pursuant to an 
amendment of its incorporation certificate, Rio Grande 
Oil issued five shares of new non-par value stock to its 
stockholders in exchange for each share of outstanding 
$25 par value stock. Concurrent with the exchange, the 
corporation made a reappraisal of its property upward, 
resulting in the transfer of approximately $30,000,000 
from surplus to the capital stock account. Affirming the 
decision ef the trial court, this Court held that the ee 
change was taxable in full as an “original issue.’ In that 
case as in this, the primary source of authority for the 
exchange of stock lay in an amendment to the certificate 
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of incorporation. Unlike this case, however, the amend- 
ment in Rio Grande Oil specifically declared that the ex- 
change was to be effected without any transfer of surplus 
or undivided profits to capital account to represent the new 
issue. In that case as in this one also, it was a corporate 
resolution, which was an integral part of the exchange 
transaction, that gave rise to the tax question, the pivotal 
resolution in Avo Grande Oil stating that the corporate 
officers were authorized to set up as the valuation of the 
new non-par shares the proper reappraised value of the 
corporation’s property and to assign to such valuation any 
portion of the surplus arising through the revaluation of 
the property. That, as has been noted, was done; and book 
entries were made crediting the corporation’s liability ac- 
count with (p. 456) “Value of capital stock outstanding 
appreciation $30,000,000.” The transfer from surplus 
was also shown on the taxpayer’s application to list its 
new stock on the New York Exchange. Despite the words 
of the charter amendment explicitly negating an increase 
in capital, Judge Healy said for this Court? in respect of 
the feio Grande Oil exchange transaction (p. 456): 

The intricacies of the book entries need not be 
explored further. They are inexplicable except on 
the theory of a transfer of surplus from appreciation, 
together with paid in surplus, to capital account. Book 
entries alone, however, would not be decisive of the 
matter. Amn increase or decrease in the stated capital 
of a corporation effects a fundamental change in the 
@orpetate structuzxe * * *, 


*Judge Healy is also the author of this Court’s Southern Pac. 
Co., supra, opinion. 
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And Delaware law, the Court said (p. 457), permitted 
the capital of a corporation to be increased by resolution 
of the directorate setting over surplus to capital account. 
The Court struck down taxwise the restrictive words of 
the charter amendment thus (p. 457): 

The amendment * * * in no wise determined 
what was to be done thereafter in the way of adjust- 
ments. While the stockholders no longer had par 
value stock, they still had certificates to exchange; 
and the incidence of the stamp tax is at the time of 
the exchange. 

2K ok k 2 2 k 2 ok 

The exchange of shares was thus accompanied by 
an increase in capital through a transfer of surplus 
to capital account, and the transaction was taxable. 


There is nothing in the amendment of the corporate cer- 
tificate to be struck down here; in fact there is nothing 
whatever in this case to belie the transfer of surplus to 
capital and the inextricable commingling of the old capital 
and the new capital as augmented by the transfer. As in 
Rio Grande Oil (p. 457), so all the more here— 

We cannot but assume that the officers knew what 

they were about [in making the shift of accounts] 

and that they correctly interpreted the board’s action. 


Probably the case most nearly in point here, factually, 
is American Gas & Electric Co. v. United States, 69 Fed. 
Supp. 614 (S. D. N. Y.). There certificates for some 
300,000 shares of preferred stock were exchanged for the 
same number, kind, and denomination of new shares of 
preferred plus $5 per share and a further small amount 
representing adjustment of dividends. The refund claim 
in American Gas was predicated mainly upon the theory 
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that the only tax payable on the exchange was that which 

was calculable from the actual amount of the capital in- 

crease brought about in the transaction by way of transfer 

from surplus. As here, the Commissioner asserted that 

the entire new issue was subject to tax. The court held 

with the Commissioner, saying in significant part (p. 
618): 

This tax [under Code Sections 1800 and 1802 (a) ] 

is a tax on the document, the certificate of stock, and 

Bet Cite transaction. * * * The tax is not a tax 

on the capital, 1. ¢., the assets received by the corpora- 

tion upon the original issuance of the certificates. 

Nor is it a tax upon the amount, if any, transferred 

from surplus to capital. It 1s a tax upon the docu- 

ment and not upon the property which it describes. 


However, the Government’s urging of the American Gas 
Case as authoritative here received almost as scant notice 
below [R. 69] as did this Court's decisions in Rio Grande 
oe and Southern Pac. Co. The trial court in the matter 
at bar relied almost entirely upon a Seventh Circuit de- 
Bision, United States v. Pure Oul Co., 135 F. 2d 578, which 
it declared [R. 68, 70] to have been decided ‘‘on substan- 
tially the same tacts as we have in the instant case.”” We 
do not agree that the facts of Pure Ou, correctly inter- 
preted, are substantially the same as those presented here. 
@hey differ in the same material respect as the facts of 
American Gas differed from those of Pure Oil. The dis- 
mnction is perhaps best perceived by reference again to 
the American Gas opinion. where in discussing the Pure 
Oil case the court said (p. 620) : 


Plaintiff contends that the transaction here was 
clearly analogous to the transaction in the Pure Oil 
case. Jt says that the only distinction between the twe 
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cases is that here plaintiff, nwstead of using the amount 
transferred from surplus to capital as the basis for 
issuing additional shares as a dividend [as was done 
in Pure Oil], used it as the basis for mcreasing the 
capital liability per share from $94 to $100; that, in 
other words, instead of issuing one new share repre- 
senting the same capital lability of $94 as the old 
share, and a separate share representing a capital ha- 
bility of $6—as it might have done—t issued a single 
share representing a capital lability of $94 plus $6. 


But this distinction 1s important. * * * (Italics 
supplied. ) 


And the court continued in American Gas (p. 620): 


The fallacy in plaintiff's position is that it takes 
an average and assumes that each old share exchanged 
represented a capital liability of $93.9995 per share. 
If that were so, the amount transferred from surplus 
to capital might be treated as a distribution or a divi- 
dent, upon each share and an allocation made between 
the shares issued in payment of such distribution or 
dividend and the shares issued in exchange for the old 
stock, as was done in the Pure Oil case. But that is 
impossible here, for the shares as to which such a dis- 
tribution or dividend might properly be said to have 
been made cannot be identified and segregated from 
aiectiers. “ * * 


In other words. the court in American Gas read the Pure 
Oil decision as concerning in reality an exchange of old 
stock for new without any addition to capital, and a sepa- 
rate issuance of the new stock as a charge against the 
newly transferred capital in payment of the dividends in- 
volved there. If that interpretation was correct, 7. e., if 
in Pure Oil there were two distinct transactions, then per- 
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haps the result reached in the Pure Oil case was correct, 
for in such circumstances definite shares could be identi- 
fied as having been issued against the increase in capital. 
On that basis the instant case is certainly to be distin- 
guished from Pure Oil, where the Court of Appeals said 
(p. 579) that the undisputed “‘fact’’ was that the old pre- 
ferred stock was exchanged share for share and the divi- 
dend arrears were satished by issuance of additional 
shares—albeit at one and the same time. But we do not 
Believe that the transaction in Pure Oil can be so inter- 
preted. The “two” transactions there were actually but 
parts of a whole. In short, we believe that that decision 
was wrong; and to our minds, it conflicts with the basic 
rationale of this Court in both Southern Pac. Co. and Rio 
Grande Oil as hereinbefore discussed. In the Pure Oil 
case, the Court of Appeals said (p. 579): 

The additional shares issued in satisfaction of un- 
paid dividends represented the only contribution to 
capital effectuated; that and that alone was an original 
ise * + my, 


Admittedly, the additional shares issued equaled the capital 
contributed in satisfaction of dividends both in Pure Oil 
and here. But Edwards v. Wabash Ry. Co., 264 Fed. 610 
me. A. 2d), cited inter alia by the court in Pure Ow to 
Support the just quoted statement, is itself authority that 
fie tax is not laid on capital or on each stock certificate 
that is issued, but on each “original issue’’ of certificates. 
The entire issue both in Pure Oil and in this case was the 
issue first in point of time whereby the corporation put 
out stock certificates evidencing ownership by its share- 
holders of its capital as increased. And that is all that is 
necessary for imposition of the tax. (Cleveland Provision 
Co. v. Weiss, 4 F. 2d 408 (N. D. Ohio).) It might per- 


=, 


haps rightly be said that the stamp tax is the only tax in 
the books where the form of a transaction controls over 
its substance; the literal language of the statute is not to 
be departed from for whatever cause. (Raybestos-Man-_ 
hattan Co. v. United States, 296 U. S. 60.) 


The court in Pure Oil attempted to distinguish this — 
Court’s Rio Grande Oil decision by saying (p. 580) that 
the basis for the latter was absent in the former in that in 
Rio Grande Oil the court “found” that the transaction ef- 
fectuated a complete reorganization and a fundamental 
change in the entire capital structure, whereas the situation 
in Pure Oil was that the corporate structure remained the 
same except as to the additional shares issued in satisfac- 
tion of the unpaid dividends. But of course this Court did 
not “find” in Rio Grande that the transaction there ef- 
fected a complete reorganization of the capital structure. 
It determined as a matter of law that an increase in the 
stated capital effects a fundamental change in the corpo- 
rate structure. And of course that is the law. (See also 
Peck v. Elliott, 79 Fed. 10 (C. A. 6th).) The “stammg 
tax attaches to any fresh stock issue which is attendant 
upon such change or is a part of it, and upon the whole 
issue, unless definite shares of the new issue can be posi- 
tively identihMed as having been issued against the increase 
in capital. Where old and new capital are so mingled in 
the course of the transaction that segregation is not pos- 
sible there 1s no escaping the tax. We repeat that the 
stamp tax 1s a documentary tax pure and simple. It 1s 
not levied on the capital behind the shares: it is measured 
by the par value of the shares or by the actual value of 
non-par shares represented by each stock certificate which 
is made a charge against the capital account. Such, we 
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think, is the clear meaning of this Court’s pronouncements 
in Southern Pac. Co. and in io Grande Oil, and the ap- 
plication of those precepts to the facts at bar should re- 
sult in reversal here. Particularly should that be so when 
we recall that unlike Rio Grande Oil and unlike Southern 
Pac. Co., the book entries here do tend affirmatively to 
demonstrate as we have shown (fn. 1, supra) that the 
newly augmented capital was an indivisible entity with the 
entire issue of the new preferred a charge against it. And 
there were certainly not “two transactions” here [cf. R. 
ZO], but only one. (See Rio Grande Oil Co. v. Welch, 
supra. ) 


We have stated that the District Court’s chief reliance 
here was in the Pure Oil case, and we have shown that 
that reliance was a mistaken one. However, the trial court 
resolved all possible doubt against the Government by 
reference to the 1947 amendment to the law. This was 
again a mistake. Code Section 1802(a) was amended by 
the Act of August 8, 1947, c. 518, 61 Stat. 921, approved 
August 8, 1947, the text of the amendment being set forth 
fia the margin.*” ‘The effect of the new law is to limit ap- 
plication of the tax to the pro rata share of newly dedneted 
capital. The trial court acknowledged [R. 70] that the 


3Be it cnacted by the Senate and House of Representatives of 
the United States of America in Congress assembled, That section 
1802(a) of the Internal Revenue Code is amended by deleting the 
period at the end of the next to the last sentence and inserting in 
lieu thereof the following: “Provided further, That where such 
certificates (or shares, where no certificates are issued) are issued 
in a recapitalization, the tax payable shall be that proportion of 
the tax computed on such certificates or shares issued in the re- 
Capitalization that the amount dedicated as capital for the first time 
by the recapitalization, whether by a transfer of earned surplus or 
Otherwise, bears to the total par value (or actual value if no par 
Stock) of such certificates or shares issued in the recapitalization.” 
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amendment is not retroactive. Certainly it 1s not retro- 
active in terms, and the legislative history shows that it 
was intended to effect a “change” in existing law. (See 
H. Rep. No. 969, 80th Cong., Ist Sess., pp. 1-2, and S& 
Rep. No. 713, 80th Cong., lst Sess., pp. 1-3.) And stam 
well known of course that statutes apply only prospectively 
unless express statement or necessary implication requires 
retrospective application. (Brewster v. Gage, 280 U. &. 
327; Fullerton Co. v. Northern Pacific, 266 U.S. 435.) 


Although enactment of the amendment as a “change” 
in existing law is in itself an argument that we are cor- 
rect in our statement of the old Jaw and in its application 
to the facts presented here, the trial court said here [R. 
70): 

* * * [the amendment] clearly indicates that the 
interpretation of the former act did not meet the ap- 
proval of Congress. Under such circumstances, I 
see no reason why I should meekly submit to the Com- 
missioner’s rulings thereby helping to perpetuate an 
inequity that Congress has already recognized and 
precluded its repetition in the future. 


Apparent hardship to a taxpayer does not justify depart- 
ure from the literal language of a revenue law. (Amert- 
can Gas & Electric Co. v. United States, supra.) More- 
over, the trial court in speaking about “meekly” submitting 
to the Commissioner’s rulings seems quite to have over- 
looked the fact that those same rulings were expressly ap- 
proved by this Court in the Southern Pac. Co. case after 
enactment of the new amendment. And if we are speak- 
ing now of inequities, it would certainly seem to us most 
inequitable that the trial court should be affirmed here and 
the taxpayer permitted to escape the tax when the South- 
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ern Pacific Company was made to pay by application of the 
same statute and the same rulings to substantially the same 


kind of transaction. The disputed tax in this case amounts 
only to some $4,500. The tax involved in the Southern 


Pac. Co. case was some $46,000. 


Conclusion. 


The decision of the District Court should be reversed. 


Respectfully submitted, 


THERON LAMAR CAUDLE, 
Assistant Attorney General, 
Eiir N. Swack, 
ey. ik PRESCOTT, 
MARYHELEN WIGLE, 
Special Assistants to the Attorney General, 


ERNEsT A. TOLIN, 
United States Attorney, 
©. H. MtTcHELtL, 
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APPENDIX. 
Internal Revenue Code: 


Sec. 1800. ImMPposITION OF TAX. 


There shall be levied, collected, and paid, for and 
in respect of the several bonds, debentures, or certifi- 
cates of stock and of indebtedness, and other docu- 
ments, instruments, matters, and things mentioned 
and described in sections 1801 to 1807, inclusive, 
* %* * the several taxes specified in such sections. 


20 UJ. 5. Cal 946red.,. Sec. 1800.) 


Sec. 1802. CapitaL STocK (AND SIMILAR INTER- 


ESTS ). 


(a) [as amended by Sec. 1 of the Revenue Act 
Bi 1999, c. 247, 53 Stat. 862, amd Sec. 210 of the 
Revenue Act of 1940, c. 419, 54 Stat. 516]. Original 
Issue.—On each original issue, whether on organiza- 
tion or reorganization, of shares or certificates of 
stock, or of profits, or of interest in property or ac- 
cumulations, by any corporation * * * holding or 
dealing in any of the instruments mentioned or de- 
scribed in this subsection or section 1801 * * *, 
on each $100 of par or face value or fraction thereof 
of the certificates issued by such corporation * * * 
(or of the shares where no certificates were issued), 
11 cents until July 1, 1941, and 5 cents thereafter; 
Provided, That where such shares or certificates are 
issued without par or face value, the tax shall be 11 


cents until July 1, 1941, and 5 cents thereafter, per 


